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INTRODUCTION

Scopeof this White Paper

Payments by partnerships to partners can beategorized in various ways and may have very different
tax effectsdepending on a number of factorsAs a result of initial research and discussiorthe scope of
this white paper has been limited to the followingquestion:

o

A=

Shouldstates sourceAT ET A E O E A QuArhnte@d/h&y@dntd O
for servicesas distributive share or compensatior?

The white paper daesnot addressguaranteed payments made for the use of capitafjuararteed pay-
ments made topartners that are corporations or passthrough entities, payments to indirect partners,
or other payments madeto partners not acting in the capacity of partners

MTC Partnership Work Group

This white paper was prepared by the stafbf the Multistate Tax Commission with the advice and assis-
tance of a work group of member states established by the MTC uniformity committee. The work group
was created to study how states tax the multistate income of partnerships and to recommend how they
might do so in a more effective, compatible, and uniform mannerconsistent with established state tax
policies and the shared principles for dividing multistate income.

Reason for the White Paper

The workgroup hasdeveloped a comprehensive outline of issugbat should be addressed bystatesthat
tax partnership income The outline showed that, for some issues, statésiles were either lacking or
inconsistent. One such issue involves treourcing of guaranteed payments for servicesT'he work group
decided to addresghis issue aspart of its review of state sourcing of partnership incomegenerally.

Approach Taken in the White Paper

This white paper contains the following sections in addition to the findings and recommendations which
are summarized in the Executive Summanbelow and detailed in the final sectiorof the paper.

() Important Context z Providesbackgroundon terms and conceptsused in thepartnership tax
system that areuseful for understandingthe sourcing of guaranteed payments generally

(I SpecificFederalRules- Summarizesimportant federal rules to which states conform;

(11 Amounts and Types of Guaranteed PaymentsSummarizes data on guaranteed payments and
provides some examples of how they are use@nd

(IV) State Sourcing Ruleg Provides asurvey of the rules for sourcing guaranteed payments that
have been adopted by the states.

Note on Complexity

Economic arrangemens between partners can take mangifferent forms and canoften be exceptionally
complex in nature.Guaranteed paymentsare often usedin such arrangements and the basis for those
payments, can vary greatlyThe treatment of guaranteed paymentsinder Internal Revenue Code, Sub-
chapter Kis, itself, somewhat complicated and varies depending on the purpose of the guaranteed pay-
ment.

The purpose of thiswhite paper is to identify and describe theaspects of guaranteed paymenttor ser-
vicesthat may affect stat sourcing of those paymentsit does not attempt to set out a comprehensive
analysis of guaranteed paymentsr their treatment for tax purposesgenerally.

1 Available on the project web page, heréittps://www.mtc.gov/Uniformity/Project -Teams/Partnership-Tax.
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EXECUTIVESUMMARY

Only about half thestateshave explicitly addressed the sourcing of guaranteed payments madepart-

ners for services. The majority of tlosestates would source these payments in the same way as distrib-

utive share.A minority would use an approach that looks to where the servicesa performed by the
partner» x EEAE OEEO xEEOA PAPAO OAEAOO OI AO OEA OAI I PAT
Using different sourcing approaches may lead to duplicative taxation. Alsetate adoption of pass

through entity taxes requires consideration of whether guaranted payments are included in the entity

tax base and, if sawhether their sourcing is consistent

Guaranteed payments for services may be distinguished from other types of partnership income/pay-
ments in both economic termsas well asfor federal and statetax purposes. Buthese differences do not
clearly point to one particular state sourcing method for these paymentd$\or does it appear that there
is anythingthat prevents states from using either of the method& most casesRather, dfferent factors
(set out more fully in Section V.may generally favor one method versus the other.

Nevertheless, this white paper can make the following recommendations:
1. States should explicitly address the sourcing of guaranteed payments in order to avoid uncer-
tainty.

2. States should source guaranteed payments the same whether applying tax to the partner on a
passthrough basis or on the entity.

3. States that provide guaranteed payments should be sourced as distributive share should also:

a. Address whether thisapplies to individuals working in foreign jurisdictions who may
source the payments as compensation for federal purposesand provide necessary
adjustments to the federal tax base.

b. Address whether they follow federal treatment in distinguishing guaranteed ayments
for services from partner-partnership transactions.

c. Specify that this sourcing treatment does not apply to payments made to retired part-
ners that are required to be sourced to residence under 4 U.S.C. 8114.

4. States that source the payments as comapsation should also:

a. Impose appropriate limits to ensure that the payments are genuinely similar to com-
pensation for services performed and to avoid income shifting.

b. Address whether they will follow federal treatment in distinguishing guaranteed pay-
ments from distributive share/distributions.

c. Address whether they will follow federal treatment in distinguishing guaranteed pay-
ments for services from guaranteed payments for capital.

5. To mitigate the possibility of multiple taxation, consider provisions thatmight grant additional
credits to residents who can show that they paid tax on more than 100% of their guaranteed
payments based on different state sourcing rules.

White Paper - State TaxSourcingof Certain Guaranteed Paymentg August31, 2023 Page6
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SECTIONI. IMPORTANTCONTEXT

This Section | provides background informatiorecessary to understanthe issues discussed.

. A. Terms Used in this White Paper

As used in this white papertheseterms will have the following meaning:

Substantive Tax Rules 7 refers to the tax rules outside ofRCSubchapter K which determine cal-
culation of tax, for example:.whether income is taxable or exempt, whether expenses are deductible
or capitalized and amortized, whether items are considered ordinary income (or loss) or capital
gains (or losses)whether losses are subject tdimitation rules, etc.

Sourcing or State Sourcing z methods ofassigning a part ofmultistate income or itemsto a state.
Partnership z any entity properly taxed underIRCSubchapter K.

Partner z any person (includinganindividual, corporation, other partnership, trust, charitable or-
ganization, etc.) that hold an interest in a partnership.

PassThrough Entity z any entity subject to federal tax on a pasthrough basis includinga part-
nership or S corporation.

Partnership Item (Item) z any item ofincome, expense, gain, or loss that is separately recognized.

Partnership Income z The calculation of income (or loss) of the partnership under Subchapter K
and using the federal form 1065.

Partner Capital Account_z the accounting concept that tracks theA T T 61T & T &£ A PAOOT AOGP
the partnershipassetss AO T £ OEAO PAOOI.AOSO OEAOA 1T £ | EAAEI EOEA
Outside Basis7OEA OA@ AAOGEO 1 £ A b A poHicAiOdfeatedbly dcaidn® O ET A D
of income,expense, gain, or loss as well as contributions and distributions

Allocation 7 the dividing up of the economic or tax results of a partnership between the partners

and assigning shares of income or items to partners.

Distributive Share z the share of partnership income (loss) or items of partnership income, ex-

pense, gain, or losallocated topartners according to the rules of Subchapter vhether or not any

distribution of cash or property is madeto the partners.

Contributions 7z money, property, or sevices transferred by a partner to a partnership which are

properly treated as contributions toOE A B Adagital &€ddn@in the case of services with the

OAAT CTEOEIT T &£ 1T OAET AOU ETATiI A O OEA PAOOI AoqQg Al
Distributions _z money or property transferred by the partnership to a partner properly treated as
reductionsfrom OE A D Acafitdl dccvonh 1 A xEEAE AAAOAAOA OEA DPAOOT APs

Draws z annual or other regularperiodic distributions of money or property to partners.
Distributive Share/Distributions 7 distributive share and distributions , collectively.

Guaranteed Payments 7z transfers of money or property from apartnership to a partner actingin
the capacityof a partner either for servicesor for the use of capitaland which are properly treated
as such under Subchapter Krather than as distributions.

Partner -Partnership Transactions z transfers of money, property, or services between partners
and partnerships in an exhange that would properly be treated as a transaction between unrelated
parties for tax purpose® rather than as a contribution/distribution or a guaranteed payment.

Other terms used in this white paperwill generally have meaningsthat are consistent with their use, if
any, under IRC Subchapter K or federal income tax rules.
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. B. Summary of Partnership Accounting Rules z Book & Tax

Partnerships, like all businessesi OO0 EAAD OAAT OAO A O Al OE AhieAl

thesebook and taxrules may differ somewhat (e.g.,calculation of depreciation expense)they attempt
to fairly reflect OEA DAOOT A OO EnE Ehé gartndrgo EcBndraicddtrdn@ement.But the pass
through systemused for tax purposesadds significantcomplexity.

Passthrough taxation requires partners to recognizeand pay tax ontheir distributive shares ofpart-

nership income, expense, gain, and los¥hismeanspartnerships must keep detailedaccountinginfor-

mation, including partner-specific information, and provide it to partners annually. And whena single
partnership is part of alarge, complex, tiered structure neither its records nor the records of any of the
partnerships will be sufficient to determine the ultimate tax effects onmindirect taxpaying partner.

The following accounting rules are the basis for thpassthrough system

1 Income is taxed on a pass-through basis. z Rather than havingthe entity pay taxon its income
(loss), Subchapter Kexempts the entity and, insteadimposes tax ondirect or indirect taxpaying
partners on their distributive share ofthe D A O 01 A O O EcEiB GeOncém@ Adssp.

1 Income is taxed when earned, rather than when distributed.  z Partnership income, unlike
income of taxable corporationsijs taxedonly once, when earnedwhether or not partners receive
actual distributions . Thisrequires a system fortracking partnership items reported by the part-
ners so that income is not taxeégain when distributed.

1 Partnership i tems making up net income (loss) maintain their character. 7 To prevent tax-
payers from usingpartnerships to alter the tax treatment of items of income, expense, gain, or
loss,the character of items must also be tracked a$ey pass through to thetaxpaying partners.

9 Partners do not have to share income according to capital interests. z Rather thanallocating

AEAI

partnership incomeoritemsb OT BT OOET T AT 1 U AAAT OAET ¢ O DAOOT AOO

allocate income or items on some other basis which will change relative capital interests over
time.

1 Partners may allocate separate partnership items in different proportions . z Items of in-
come, expense, gain, or logk not have to be allocated in the same proportions. Insteapartners

canagree toallocate different partnership items in different proportions.

9 Distributions need not match income allocations .z Distributions need not be made in the year
partnership income or items are allocated to partners, | O | 600 AT U UAAO80O
in the same proportion as allocations.

T 0AOOTI AOO 1 Au OAAAEOA PAUI AT 66 O1 OA1 AOAIAad@
tion to receiving distributions from their capital accounts (that is, from contributions or allocated
income), PAOOT AOO [ AU Al O OAAAEOA OCOAOAT GAAA
earned andallocated to the partner,and are effectively treated as an expense of the partnership.

1 Partners and their partnerships may engage in separate transactions . 7 Partners may en-
gage in transactions with each other or with the partnership as unrelated persons and receive

payments which are treated differently than distributions or guaranteed payments.

1 There are no limits on the number of partners _a partnership ma y have. z Unlike S corpora-
tions, there are no limits on the number of partners that partnerships may have, so that some

partnerships have thousands of partners.

91 There are no limits on t iered structures .z Partnerships can be structured in tiersso that the
ultimate taxpaying partnerswill receive shares of incomearned by lower tiersindirectly, as the
distributive share of other, higher tier passthrough entities.

1 Partnership agreements may change over time .z Partners may change their economicra
rangements over time as circumstances change or as partners join or leave the partnership.

AEOOOE
ET AT i
DAUI A

=

(@}
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This white paper generally assumes that the partnership arrangements will follow an accrual basis for

both tax and book purposes.

|. C.Federal Reporting of Guaranteed Payment

Information

As will be discussedurther in this white paper, the federaltax treatment of guaranteed paynents may
have some bearing orstate sourcing of those paymentsin particular, to the extent states choose to
sourceguaranteedpaymentsfor servicesdifferently than distributive share income, theywill need tobe
able todistinguish the payments to whichthat treatment is properly applied. This note summarizes how
information on guaranteed payments is reported for federal tax purposes.

Reporting of Guaranteed Payments Starts with the Partnership Return

. 1 065 U.S. Return of Partnership Income OMB No. 1545-0123
om

For calendar year 2022, or tax year beginning + 2022, ending .20 e
Ovperimert of e Trosmury | 1o 0 T 8038, ov e yunr boghwiog S g T e 2022
Internal Revenue Service Go to www.irs.gov/Form1065 for instructions and the latest information.
A Principal business activity Name of partnership D Emphoyer identicaben number

B Principal product or senice Type Number, street, and noom or suite no. If a P.O. box, see nstructions.

E Date business started

€ Business code number | Print City or town, state or province, country, and ZIP or foreign postal code

F Total assets
(se instructions)

$

Check applicable boxes: (1) [ initial return () ] Finai return  (3) L] Name change  (4) [_] Address change  (5) [_] Amended return

Check accounting method: (1) [_] Cash 2 ] Acerual (3 [ Other (specity):

Checlcn&;hedulss(:andM 3 are attached .

(1) L] Aggregated activities fcl section 465 al- rrsk purposes tz} |_| Gtu.lped aclmhesforsemm -1-69 passive ax:tm[y purpo:

G
H
I
J
K Check if partnership:
Ca

ution: Include only trade or business income and expenses on lines 1a through 22 below. See instructions for more information. J

Income

1a Grossreceiptsorsales. . . . . . . . . . . . . . . . . |1a

b Returns and allowances . . . N b |

c Balance. Subtract line 1b from line 1a
Cost of goods sold (attach Form 1125-A)
Gross profit. Subtract line 2 from line 1c . . .
Ordinary income (loss) from other partnerships, estates, a.nd trusts {attach siatemenn
Net farm profit (loss) (attach Schedule F (Form 1040))
Net gain (loss) from Form 4797, Part I, line 17 (attach Form 4797]
Other income (loss) (attach statement) .
Total income (loss). Combine lines 3 through ?

=
(+]

Guaranteed payments—
whether for services or for
the use of capital are
reported as an expense on
the federal partnership
return. This means that the
partnership income (loss)
that will be allocated as
distributive share to the
partners is reduced. Note
that here, guaranteed
pavments are not broken
out between those for
services and those for the
use of capital.

/
/
/
/
/
/

00 | =4 | (On |5 0N

/

Deductions jee nstructons tor imitations)

8

CWE~NOOMEWN

Salaries and wages (other than to partners) (less employment .:rednsi .
Guaranteed payments to partners . Coe e e e e

Repairs and maintenance .

Bad debts .

Rent. . . . . .

Taxes and licenses .

Interest (see instructions) . . e e e
Depreciation (if required, attach Form 4552} Ce . 16a

ok ok ko ek ok
gl.n.hldlu-s

oI

=

Less depreciation reported on Form 1125-A and elsewhere on retun . 16b
Depletion (Do not deduct oil and gas depletion.) .
Retirement plans, etc. .

Employee benefit programs . .

Other deductions (attach statement) .

Total deductions. Add the amounts shcwn in lhe far nght oulumn 1or Ima g mrcugh 20

-k .
w0 |~

]
-

Ordinary business income (loss). Subtract line 21 from line 8

Tax and Payment
EBBNBRRBR

Interest due under the look-back method —completed long-term contracts [attach Form 8697']
Interest due under the look-back method—income forecast method (attach Form 8866) .
BBA AAR imputed underpayment (see instructions) . S e e

Other taxes (see instructions) Lo

Total balance due. Add lines 23 through 26

Payment (see instructions)

Amount owed. If line 28 is smaller 1han l:ne 27 enter amount awed

Overpayment. If line 28 is larger than line 27, enter overpayment

-]

Sign

7
3

which preparer has any knowledge.

Under penalties of perjury, | declare that | have examined this retum, including accompanying schedules and statements, and to the best of my knowledge
and balied, it is trus, comect, and complate. Daclaration of praparer (other than partner or imited kability company member) is based on all mlutma!-on of

May the IRS discuss. this retum
with the preparer shown below?
Ses

Signature of partner or limited liabdity company member Date

L ves Mo

—— e L

—
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Iltems from the Partnership Return then Flow Through on Schedule K _-1s to Partners

| Final K-1

L dmended K-1

b51121

OMB Mo 1545-0123

The federal Schedule KL
now breaks out the gar-

Schedule K-1 @,1‘)22 Partner’'s Share of Current Year Income,
{Form 1065) &S Deductions, Credits, and Other Items anteed payments from
Deﬂaﬂrﬂ;ﬂl Df1h=s'|'r===I-PY 1 | Ordinary business income (Joss) 14 Seif-employment earrings (icss) the 1065 that are paid to
internal Revenus Servics
For Calardr yoer 22, oo oy each partner between
beginning {12022 [ ending i 2 |Net rental real estats income o=z} those payments that are
Partner's Share of Income, Deductions, — made for services and
3 | Other net rental income Joss) 18 | Credis
Credits, etc. See separate instructions. those that are made for
Information About the Partnership 4a | Guaranteed payments for services g capital. This may be the
A Parinership's smployer identification numbser only place n t'he fegeral
4b | Guarantesd payments for capitsl Aef® | Schedule K-3 is attached i flllng where this distinc-
B Parinership's name, address, city, state, and ZIP code checked . . . . - [ tion is made.
4c | Total guaranteed payments 17 | diternative minmum tax JT) Rems
B | Interest income
€ IAS center whers partnership fied return: Ba | Ordinary dividends
] I_l Check if this is a publicly traded partnership FTF)
e 4l Information About the Partner b | Qualified dividends 18 | Tax-ewsmpt income and
E  Patner's SSN or TIN (Do not use TIN of a deregarded entity. Sea instructions.) nendeduEbE ==
6o | Diwidend equivalents
F Mame, addre=s, city, state, and ZIP code for partner entered in E. See instructions.
T | Rayalties
8 | het short-term capital gain foss)
18 | Distrbutions
6 [ Geneml pariner or LLEC (1 Limited partner ar other LLC Ba | Met long-term capital gain {loss)
member-manages member
W1 || Domestic partner | Foreign partner Bb | Collectibles [28%) gain foss)
H2 [ Hibe parineris a disregarded entity {DE), enter the parines’s: # | Other infarmatian
TIH Bame Bc | Unrecaptured section 1250 gain
1 'What type of entity is this partner?
i this partner is a retirment plan IRASEPKeoghiets ), check here . O 10 | Met section 1231 gain jo==)
J Partner's share of profit, loss, and capital {see instructiors):
Beginning Ending 11 | Other income floss)
Profit % %
Loss % %
Capital % %
Check if decrease is due io sale or exchange of partnership interest _. 12 | Section 179 deduction | Foreign taxes paid or accrued
K Partner's share of liabilities:
Baginning Ending 12 | Other daductions
Monrscourse .. § 3
Qualfisd norrecourse
fomancing . . . 3 3
Recourse . . . § 3
Check this box if fem K includes lability amounts from lower-tier partnerships ||
L [Partner's Capital Account Analysis 2 | More than ane actwity for at-risk purposes®
Beginning capital account . . . & 23 | Micre than ane actwity for passive activity purpases”
Capital contributed during the year = . § *Sea attached statermant for additional information.
Current year net incomefloss) . . . &
(Cher increase [decrease] jattach explanation) §
Withdrawals and distributions . . . & ] ‘E‘
Ending capital account . . . & E
M Did the pariner contribute property with 2 bult-in gain fass/? '5.'?
|J Yes _| Mo H "Yes " attach statement. Ses instructions. el
H Pariner's Share of Net Unrecognized Section T0d{o] Gain or [Loss) LE
Begrming . . . . . . . . %
Ending . . . . . . . . _ %
For Paperwork Reduction Act Notice, see the Instructions for Form 1068, v irs.gow/Form 1085 Cat. Mo. 11384R Sohedule K-1 (Form 1068) 2022
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The Partners Then Report Information from their Schedule K -1

2022

Department of the Treasury
Internal Revenue Service

Partner’s Instructions for
Schedule K-1 (Form 1065)

Partner's Share of Income, Deductions, Credits, etc.

(For Partner's Use Only)

endin.g balances on an aggregate net basis, it is generally required
1o keep records of this information on a property-by-property basis.

Part lll. Partner's Share of Current
Year Income, Deductions, Credits,

and Other ltems

The amounts shown in boxes 1 through 21 reflect your share of
income, loss, deductions, credits, and other items from partnership
business or rental without refs to on losses
or adjustments that may be required of you because of:

1. The adjusted basis of your partnership interest,
2. The amount for which you are at risk, and
3. The passive activity limitations.

1. Report box 1 income (loss) from partnership trade or
business activities in which you materially participated on
Schedule E (Form 1040), line 28, column (i) or (k).

2. Report box 1 income (loss) from partnership trade or
business activities in which you didn't materially participate, as
follows.

a. Mincome is reported in box 1, report the income on
Schedule E (Form 1040), line 28, column (h). However, if the box in
item D is checked, report the income following the rules for Publicly
traded partnerships, earfier.

b. If aloss is reported in box 1, follow the Instructions for Form
8582 to figure how much of the loss can be reported on Schedule E
(Form 1040), line 28, column (g). However, if the box initem D is
checked, report the loss following the rules for Publicly traded
partnerships, earlier.

Box 2. Net Rental Real Estate Income (Loss)
Generally, the income (loss) reported in box 2 is a passive activity
amount for all partners. However, the income (loss) in box 2 isn't
from a passive activity if you were a real estate professional (defined
earfier) and you materially participated in the activity. If the
partnership had more than one rental real estate activity, it will attach
a statement identifying the income or loss from each activity.

If you are filing a 2022 Form 1040 or 1040-SR, use the following
instructions to determine where to report a box 2 amount.

1. I you have a loss from a passive activity in box 2 and you
meet all the following conditions, report the loss on Schedule E
(Form 1040), line 28, column (g).

a. You actively participated in the partnership rental real estate
activities. See Special allowance for g rental regl estate activity,
earfier.

b. Rental real estate activities with active participation were

an asterisk (*) in the left column and enter "STMT" in the dollar
amount entry space to indicate the information is provided on an
attached statement.

Income (Loss)

Box 1. Ordinary Business Income (Loss)

The amount reported in box 1 is your share of the ordinary income
(loss) from trade or business activities of the partnership. Generally,
where you report this amount on Form 1040 or 1040-SR depends on
whether the amount is from an activity that is a passive activity to
you. If you are an individual partner filing a 2022 Form 1040 or
1040-SR, find your situation below and report your box 1 income
(loss) as instructed, after applying the basis and at-risk limitations on
losses. If the partnership had more than one trade or business
activity, it will attach a statement identifying the income or loss from
each activity.

Partner’s Inst. for Sch. K-1 (Form 1065) (2022)

1. Ifbox 3is a loss, follow the Instructions for Form 8582 to
figure how much of the loss can be reported on Schedule E (Form
1040), line 28, column (g). However, if the box in item D is checked,
report the loss following the rules for Publicly traded partnerships,
earlier.

2. Hincome is reported in box 3, report the income on
Schedule E (Form 1040), line 28, column (h). However, if the box in
item D is checked, report the income following the rules for Publicly
traded partnerships, earlier.

Box 4a. Guaranteed Payments for Services

Guaranteed payments are payments made by a partnership to a
partner that are determined without regard to the partnership's
income. Generally, amounts on this line are not passive income, and
you should report them on Schedule E (Form 1040), line 28, column
(k) (for example, guaranteed payments for personal services).

Box 4b. Guaranteed Payments for Capital
These are guaranteed payments other than for services, such as for
the use of capital or attributable to section 736(a)(2) payments for

ized receivables or goodwill. Amounts on this line should be
reported on Schedule E (Form 1040), line 28, column (k) (for

ple, guaranteed pay for capital).

Box 4c. Total Guaranteed Payments

Amounts on this line include total guaranteed payments paid 1o you
by the partnership.

Portfolio Income
Portfolio income or loss (shown in boxes 5 through 9b and in box 11,
code A) isn't subject to the passive activity limitations. Portfolio
income includes income (not derived in the ordinary course of a
trade or business) from interest, ordinary dividends, annuities or

y o Jooo on do ooto of shot ocod,

IRS Instructions for Partners
direct them to report their
guaranteed payments from
their Schedule K-1s on the
1040 Schedule E, Line 28,
which then is then reported
on the Form 1040, Schedule
1, Line 5—which is the place
where the partner’s
distributive share of the
partnership’s ordinary
business income is generally
reported. Schedule E may or
may not break out
distributive share from
guaranteed payments, or
payments for services from
payments for the use of
capital.
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An Individual Partner may Exclude Guaranteed Payments For Services Performed Overseas
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